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ABSTRACT 



Tl'.e Military Sea Trans’^ortation Service is one of the 
largest activities financed by an industrial f\ind. Its 
operations under tho Navy Indxxstrial Pond have been credited 
\-/ith millions of dollars of savings annually. The account- 
ing theories and concepts underlying the MSTS accounting 
system are discussed and their contributions to fund 
accounting noted. Tlie objectives of the Navy Industrial 
Fund as they pertain to MSTS are developed. Financial data 
are analyzed and conclusions drai\'n based on the ability of 
the Military Sea Transportation Service to meet its stated 
objectives . 
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CHAPTER I 



THE PROBLEM AiHD DEFINITION OP TERMS USED 

Governmental economists have long been concerned T/ith 
the means of Increasing efficiency in governmental opera- 
tions. A large portion of the effort along this line has 
been centered around the various devices for simulating a 
market- and-price system in government operations. Consider- 
able success has been- claimed through the use of the various 
industrial funds. The Military Sea Trans-oortation Service 
is one of the largest organizations financed under the Navy 
Industrial Fund. 



I . THE PROBLEM 

Statement of the -problem . It is the puroose of this 
study to determine the objectives of industrial funds and 
the extent that the Military Sea Transportation Service has 
met these objectives in its financial operations. 

Importance of the study . Hitch and McKean in The 
Economics of Defense in the Nuclear Age^ , estimated the 
annual savings since commencing operations under the Navy 
Industrial Fkind at one hiindred million dollars annually. 



Charles J. Hitch 
of Defense in the Nuclear 
Press, -l-9ip6TT P • 22 ^. 

Ij^3\ 



and Roland N. McKean, The 
Age (Cambridge: Harvard 



Economics 

University 
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There is little doubt ti at operations of MSTS under the Navy 
Industrirl Fund have saved large amounts of money in the 
total defense effort, but that the internal operations of 
MSTS have become more efficient is not readily apoarent, 

II. DEFINITION OF TERMS USED 

MSTS nucleus ships . Tne MSTS nucleus fleet is made 
up of ships oT-jned by the United States Government and 
onerated by MSTS. It contains commissioned U. S. Navy ships 
manned by Naval officers and men. The bulk of the nucleus 
fleet is made up of other government omed ships in service 
but not in commission . They are manned either by Civil Ser- 
vice marine personnel or operated for MSTS by commercial 
shipping companies and manned by merchant seamen. 

Time charters . Time charters are commercial trarap 
ships contracted for as carriers for a period of time. They 
do not follow fixed schedules but operate whenever they find 
it most advantageous. 

Voyage charters . Voyage charters are the same as 
time charters except that the ships are contracted for only 
a single voyage or series of voyages instead of for a fixed 
period of time. 

s.'. 

Berth services . Berth services are those which hold 
themselves out as comraon carriers for cargo and/or 



nassengers cn established routes, observing regularly adver 
tised schedules. 



III. REVIEW OP TLE LITERATURE 

Lyon defines an industrial fund as financing "by a 
revolving fund which nays all costs of raahing a product or 
perfoming a service and which is renaid, after completion 
of a tas]:, from appronriated funds. He -noints out that 
the use of an industrial fund for financing an activity is 
accomnanied by the introduction of double entry, accrual 
accounting patterned after systems used in private Industry 
The industrial ftind simplifies funding of governmental 
agencies by nerraitting all charges (Including overhead) to 
be made initially to one fund, alloxrlng oveihead to be 
administered flexibly and pro-rated to orders rather than 
charged to separate appropriation limitations, and charging 
appropriated funds by one total cost for eacli order. 3 The 
introduction of the industrial fund nermits management and 
accounting techniques such as engineered time standards, 
standard cost,' and operating budgets to be employed by the 
management of the activity. Another advantage claimed for 



L. P. Lyon, "Do We Need a Reevaluation of the 
Industrial Ihxnd?" ^le Armed Forces Comptroller, III (J\one 
1958 ), 22 . 

3 Ibid . , p. 23 . 
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the industrial fvind is the ability to purchase and store 
materials prior to use. This is a higlily desirable point 
for those installations using an extensive amount of non- 
standard material.^ 

He points out that many of the advantages claimed for 
industrial funds are not truly advantageous over regular 
appropriation accounting. Most of these accounting improve- 
ments can be realized \mder either system of funding. The 
advantage of simplified funding is only true for those 
activities x’hose financing is quite complex. A number of 
the m.ilitary's Industrial plants are financed principally by 
only one or two allotments, not by many.^ Lyon also notes 
that Public Lax^r 663 requires that government accoimting 
generally be on a double entry, accrual basis. "Engineered 
time staxxdards, standard cost, and operating budgets can 
obviously be used, when desirable, x^rith either method of 
funding. "6 Lyon concludes by stating that industrial fimds 
should be considered for use vjhen any of the follox-ring 
exists . 

1. A true buyer— seller relationship, 

2. There is a necessary'’ complex funding pattern. 

3. A definite need for extensive purchase of non- 
standard materials for inventory. 7 

^^ Ibld ., pp. 23 - 24 . 5 Ibid ., p. 23 . ^ Ibid .. p. 24 

7ibid., p. 25 . 



5 



Critics of the buyer-seller relationship have said, 

. . . if the buyer cannot select his source of supply 
or service on a fully competitive basis — either in house 
or outside — there is no advantage in establishing buyer- 
seller relationships . Tliey vrere blind to any other 
advantages of such a relationship.® 

Buyer-seller relationships between industrial fund activi- 
ties and their customers are not the same as between 
private enterprises. Even though the freedom of choice is 
restricted, the contractual nature of the relationship pro- 
vides real value in the execution of the work to be done by 
the producer. 9 

Customers of industrial fund activities serve as 
critics of the activity's operations and through their crit- 
icisms bring about economies of operation that would not 
occur under appropriation funding. Stone claims that this 
criticism has been quite effective in the past, but there is 
still much that can be done to improve future operations. 

If all customers of fund activities X'jould fulfill their 
responsibilities as buyers by being specific as to require- 
ments and critical of performance and costs, the Incentives 
for better management of the industrial activities would 
induce greater Improvements in perforTaance and cost savings 
than directives or commands from higher echelons could ever 

^P. E. Stone, "Economy In Industrial and Commercial 
Type Activities Postered By Use of Revolving Funds, " Tlie 
Armed For ces Co mptr oller, VIII (June 1963 ), l5» 



9 Ibid ., p. 16 
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achieve . 

Tlie wcri'in^^ carital fund is essentially a device 
developed t<^ identify the responsibility for using resources 
in operations where there is a continuous selection among 
ontlonal ways of carrying out activities. 

Essentially a governmental buyer-seller unit is an 
attempt to Imnose on a sprai-rling notworlc of military 
units the coordination ond constraints that a business 
firm participates in meting cut to economic units 
(resource-ovjners and consumers) in a mar^'-et .... 

And it is with this respect to this role that it should 
be evaluated. 



Doctor Breci-ner contends that in conducting the evaluation, 
"the critical question concerns the extent to ;-fhlch it 
parallels the resnonslbillty borne by decision-makers com- 
peting for resources in a market environment" .1^ The buyer- 
seller device should be examined against the following 
tests : 

1. Does it provide apnroprlate restraints on the 
principal resource users?. 

2. Does it provide an''-ropriate Infermation to signal 
and guide decisions tha.t j'^leld responsive adjust- 
ments in the flow of resources among intordenendent 
activities? 

3. Does it provide aporonriate inducements ... (a) 

to motivate the adjustment decisions vxlth respect to 



lO lbid ., p. 18 

^^Norman Breci'-ner, Government Ef f icle nc;/ and t he 
Military Buyer-Seller Device (Santa M-^nica: The Rand Corpor- 
ation, 19^), p. 4. 

l^ Ibid . , p. l5. 
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the tynes and quantities of material that flows 
toward various uses, and (b) to foster cost mini- 
mizing behavior x>rithin tl‘e management device itself, 
by means other than diluting the services offered 
the sheltered seller? Does it yield an appropriate 
reviev7-and-apnraisal criterion? 

I].. Will its observable results pxovide appropriate 
criteria and information for the decisions of 
those vrho must periodically approve the large, 
discreet grants of exioendlture authority both to 
the buyei’-seller institutions and to other military 
units that purchase from them?13 

Lieutenant Commander Boney examined MSTS operations 
through i 960 . He concludes that operations can be improved 
if Comnander, Military Sea Transnortation Service would be 
granted authority to establish temporary percentage tariff 
revisions X'jithout prior aporoval of the Assistant Secretary 
of Defense (Comptroller). This would allow net income to be 
adjusted more quickly to meet current trends. He also 
states, "An outrageous sum is being spent each year to pay 
civilians who man nucleus ships that should be nart of the 
Navy and manned by Navy personnel . "15 He claims this is not 
in line with getting the most for the dollar. "If vie 
require a nucleus fleet, then put it in the Navy, and let 
private industry handle the shlpning that could not be 
Carried by the hard core of Navy ships. "I 6 Lieutenant 



13lbld., no. 15-16 

l^B. E. Boney, "An Analysis of MSTS as Single Manager 
Under the Navy Industrial Fund," (Unnublished paper. United 
States Naval Postgraduate School, I960), pp . 36-37* 

l5lbld., p. 37 . l^ Ibid . 
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Corriander Bcney does not oresent data in his study to sup- 
Torrt either his stateinent rr his recom’^endation. 

Suinniary . TIjC criteria developed for evaluating 
industrial fluids, in general, are not necessarily aooro- 
oriate for evaluating M3TS. MSTS is a s'oecial type of 
activity. It orcvides services, a large portion of vrbich is 
contracted for frora coinnercial sources outside the govv-rn- 
ment, for other governnent agencies. The primary purnose 
for its existence is to reduce the government's cost of 
transn^rting -nersennel and cargo bj'’ eliminating duolication 
of services. A buyer-seller relationship cannot exist in 
the true sense unless there is competition and an ini^erent 
duplication of services. Tliere cannot be a mononoly and 
free choice of suprly simultaneously. MSTS is not a consu- 
mer of resources. It cannot sponsor shipping on its om, 
but is an intermediary in the procurement of shipning space 
for those services that sponsor government shipoing. For 
these reasons, new criteria must be developed and the 
financial operations of MSTS evaluated in light of these 



criteria. 
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CHAPTER II 



ACCOUJTIHG 'DIEORY AND APPLICATION TO GOVERi'Jl^ffiNT 

An vinderstanding of the theories and concents under- 
lying the Navy Industrial Fund is basic to an analysis of 
the financial operations of the Military Sea Transportation 
Service , 



I. ACCOUNTING THEORY 

Proprietary Theory . Under this theory the proprietor 
is the center of all accounting. The firm is viex^jed as 
merely an extension of the personal finances of the proprie- 
tor. He is responsible legally and financially for the 
actions of the firm. All assets and liabilities are the 
property of the ox-jner, and arise as the result of his deci- 
sions and actions. 1 

Proprietary theory is the basis for two important 
accounting concents. Underlying proprit tary theory is the 
concept of exmer's not vxorth. Tixis concept provides the 
foxmdation for the familiar balance sheet equation. Assets 
= Liabilities + Net Worth. In order to retain the equality 



Ifixe Proprietary and entity theory sections of this 
study are the result of the gathering of information from, 
the many accounting texts read. Araong the most Influential 
are Tlie Handbook of Modern Accounting Theory , and The Fund 
Theory of Accounting and Implications for Financial Reports . 
See Bibliography. 
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of the statement, any change in the values of one side of 
the equation must result in a corresnending change of like 
amount in the values on the same or opposite side. Tliis 
duality is the basis for a second important accounting 
concent, the cr'ncent of the double entry. The concept of 
double entry in asset, liability, and pronrietary accomits 
is extended to include revenue and expense accounts. The 
same rule of duality anplies, and any change in either the 
revenue or ex’^ense accounts without a like change in the 
other will result in a change in the net worth of the pro- 
prietor. The change in nroprietorship is a measure of 
positive or negative income to the omier. 

Entit7/ Theory . The entity theory evolved out of 
necessity from the proprietary theory with the coming of the 
corporate form of organization. The proprietaj^y theory was 
no longer able to meet the needs of the nev; concept of cor- 
porations. Corporations differ from proprietorships in the 
concept of personality. Corporations are not viex;ed as mere 
financial extensions of their ovmers but as separate legal 
entitles responsible for their own actions and debts. A 
second difference between proprietorships and corporations 
is the manner in which the firm is managed. Proprietorships 
are almost always managed by their ox-niers while corperatlons 
generally are managed by professional managers who act for 
the many owners (stockholders) of the firm. A third notion 
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that separates the txro forms cf organization is the idea of 
limited liability of cor'^oration oimers . Generally speaking 
ouners cf cororrations arc liable only to the extent of 
their investments in the firm while proprietors are liable 
for the firm's debts to the full extent of their personal 
wealth. 

Under the entity theory, assets and liabilities are 
vievied as the property and responsibility of the corporate 
entity. Tine corocration is responsible to its ovrners only 
for the management of the resources they have entrusted to 
it . 

Assets are no longer viewed as the phiysical exist- 
ence of property as they are under proprietary theory, but 
are viewed as the costs apnlicable to services available for 
future conversion and delivery to the market. The right 
side of th:e balance sheet represents accountabilities to 
ovjners and creditors for legal and equitable interests in 
the cornoration. Revenue is not viewed as an accretion of 
pronrle torship but as as acquisition of new” assets by com- 
pleting transactions with customers. 

Fund Theory . A fund, in the sense used here, is an 
accounting unit organized for the accomplishment of a 
specific, continuing objective, independent of the legal 
pattern of organization. 

Its accounts recognize not only all the asset items 
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but also all the equities that pertain to that fund; in 
addition, there are also present complete classifica- 
tions of revenues, expenses, and income accounts. These 
talren together, provide a general trial balance, com- 
plete as to the operations covered by the definition of 
the fund . 2 

Tl'.e notion of a fund is free from the thinking of person- 
ality that is basic to both proprietary and entity theory, 
and is not C'-'ncerned xrith attitudes about valuation. Assets 
and liabilities are thought of in terms of services. 

"Assets are economic in nature; they are embodiments of 
future want satisfaction in the form of service ■ootontials 
tiiat may be stored against future events. "3 "Equities are 
viewed ... as restrictions that apply to assets in the 
fund, vjhich therefore condition the operations of the fund 
as dictated by the management . "4 

According to Vatter, there are three basic notions 
that underlie the fimd theory of accounting. They are the 



f ollovrlng : 



A fund was a means of limiting the area of attention 
by defining the group of activities or operations with 
xrV'ich any one set of accounting records is concerned. 
Secondly, it was pointed out that the basic requirements 
of terminology--ooerational content and homogeneity of 
substance--required the definition of assets in terms of 
economic service .... Equities are restrictions that 
apnlY to the assets that are nresent in a given fund; 
equities are not If gal liabilities, equitable claims, or 



^William J. Vatter, Ihe Fund Iheory of Accounting and 
Its Imolications for Financial Reports (Chicago; Tlie Univer- 
sity of Chicago Press, 19i.j.9 ) , p . 12. 

3 Ibid ., p. 17. ^ Ibid ., 



p. 19 
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ovmershlp rights. 5 

Services are rut into a fund for a s^'ccific purpose, 
to be directed tcvxard the objectives specified in the pur- 
pose of the fund. Expense is the draining off of services 
to the designated objectives of the fund. Revenues are 
additions of new assets to the fxmd differing from other 
asset acquisitions in that they are comrlctely free of 
equity restrictions other than the residual equity of the 
fvind itself. 

Per the purroses of government. The National Commit- 
tee on Municipal Accounting has defined a fund as follows; 

A sum of money or other resources (gross or net) set 
aside for the purpose of carrying on specific activities 
or attaining certain objectives in accordance with 
special regulations, restrictions, or limitations, and 
constituting an independent fiscal and accounting 
entity. 6 

The balance sheets of gevernraent funds contain a 
comolete acccuntlng of the fund's assets, liabilities, and 
surolusos. There is no notion of equity in governmental 
accounting. Assets include, in the case of Working Canital 
Funds, fixed assets snd consumables. Depreciation should 
not be taken unless cash in available for replacement. 



^ Ibld . , p. 22. 

^ Municipal Acco unting Statements (Chicago: National 
Committee on Municipal "Accounting, 19ij.O), p. 1. Quoted by 
William J. Vatter, Theory of Accounting and Its ]inplications 
for Financial Reports (Chicago: Unlversitv of Chicago Press. 
1^9) , P* kO- 
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Rcvrnues are considered additions to assets vzliich neither 
increase any liability nor renresent the recovery of an 
ex-oenditure , and the cancellation of liabilities without a 
corre spending increase in other liabilities or a decrease in 
assets. Vatter su.mraarized the general uses of fund account- 
ing, and the essential differences betvreen the governraental 
systen and fund accounting as practiced by commercial and 
industrial activities as felloxxs: 

1. Tl.e fund, not some ners'-'n connected with it, is 
vie;-fed as an entity. 

2. Valuation, sc far as fund accounting is concerned, 
is a minor issue; the absence of income emnhasis 
is largely resnonsible for tt.is, but the imperson- 
alness of the entity notion obviously contributes 
to the ncint of vie^^, 

3. Equities, or vrhatever the r igl t hand balance sheet 
items arc called, are viewed as restrictions upon 
assets, not as legal liabilities; this is true not 
only as to surplus but also vjith resoect to aurro- 
•orlaticns and commitments. 

1).. The segregation of long-term frrri short-terra items 
is maintained in somewhat raore definite v.rays when 
furd accounting is employed. The funding of ca-^ltal 
assets, long-term Investments, and the liUe is com- 
raon practice in institutional practice. 

5. Fund accounting for institutions and governmental 
agencies embraces certain nrocedurc s in reporting 
oncra.tlng data, and there are some differences 
betvreen financial and institutional concents of 
revenue and expense. Tliese diff( rcnccs, hevrevf r, 
are largely matters of valuation or of the degree 
vri. ich the accrual basis of accounting is follovred. 

6. Cne of the distinctive features of fund accounting 
is the absence cf ciaphasis upon "net inccne" and 
related notions of "profit", "oncrating margins" 
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and ti.c 11’ '0.7 

II. APPLICATICi^S TC GC VERII-IT ..T 

TI e ->avy Industrial Firi'd. The i.’aticnal Securitj Act 
of 19J|7, es amended, authorizes the Secretary of Defense to 
establish. \.'-^r’ inf canital funds uithin the Department of 
Defense. These funds are to -nrcvlde uerhinf caoital for 
those comm'''rcial and industrial type activities that oi-ovlde 
common services within the Department. ^ The Wavy Industrial 
Fund is established as a consolidated xxori'ing capital fmid. 

Essentially tlie Industrial Fund is a buyer-seller 
device designed to pattern the operations of government 
commercial-industrial activities aftei those of private 
enterprise and to introduce like incentives to efficient 
perfoimiance through buyer-seller relationships .9 

TTje w’ori’-lng canital fund is initially capitalized 
with a pre-determined amoxont of cash equal to that necessary 
for opf rations until such time as the fund can become self- 
contained. It then sells its outnut to service buyers, 
Ideally at cost, and through reimbursement from users sus- 
tains its operati'^ns xrr'thout further appropriations of 

7Vatter , on . cit . , p. i|-3 . 

^Appendix A contains a statement of the specific 
purposes and objectives of the Wavy Industrial Fund. 

9Lyon, op_. ci t . , p. 22. 
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cnerating rncney. 

Secretary of Defense Project 121 identifies the man- 
age’-'cnt objectives of the buyor-scller relationsl'ips to be: 

a. mo?-c responsive nerf'^rmance t^ the needs of the 
buyer activities xf en they othcrx^^ise would be unable 
to negotiate and hanc'^icanped in ordering the speci- 
fic x 7 ^rh or sei’vices to be furnished, by the fact 
that they arc not funded and able to pay for it. 

Tliis v;ould require more effective programming, and 
budgeting for the specific vjor''' or services required, 
and iraprrved flexibility in mahing ni-ogram changes. 

b. g:>eater flexibility in varying the v/ori' force of an 
industrial- twe or commercial- tyne activity directly 
resncnslve tc xrork loads imposed. This can result 
in loxjer unit costs <f production. Under the 
bxidgetary relationship the xror}': force tends to 
stabilize xeithout changes corre snonding to varia- 
tions in the x-rorkload, either up or doxm. 

c. achievement of lovrer unit costs of production as a 
result of the buyer's position of critic and the use 
of predetermined fixed prices established on a 
quasi-contr actual basis to the greatest extent 
feasible . 

d. facilitate increased err ss- servicing, x-rith more 
economical use of facilities and avoidance of unnec- 
essary/ dunlication of facilities within the Denart- 
ment of Defense. 9 



'Ihe un ita ry S ea Transportation Service. Tl'ie Mili- 
tary Sea Transportation Service xjas established in 19ll-9 as 
the result of the unification of the Army Transportation 
Service and the Uaval Transportation Service. MSTS provides 
ocean-going transportation for ■oc3'’sonnel, cargo and mail for 
all agencies of the Denartment of Defense and for other 



l^Stone, 



op. cit . , pp. 16-17 . 



17 

ajioncien and individunlc autl prized by the Secretary rf the 



Navy. In crd r to provide thecc services, HSTS maintains 
and operates a nucleus flee t, and as sole agent, orreures 
commercial shipping space sufficient to meet the needs of 
the g'-vornment agencies it serves. 

Tl'ie Military Sea Transportation Service v;as chartered 
under the Navy Industrial Fund in 1951 after one year of 
eperati'^n under the Navy Management Fund. Its operations 
are financed from revenues generated through charges made to 
users of its services. 

Determining tariffs. The costs of operations 
incurred by MSTS are 3 *'- covered through tariffs charged to 
customers. Ideally this pi'-ocess provides ocean transporta- 
tion services to users at cost nith no resultant profit or 
loss to MSTS. These tariffs are based on the customers' 
anticipated volvtme and the MSTS budget for the next fiscal 
yc ar . 

In abput August of each year, the users of MSTS ser- 
vices provide MSTS nith an estimate of tiic ir needs for the 
coming fiscal year. MSTS computes an estiraated cost for the 
services anticipated and notifies the users of their aprrex- 
imate charges. In February the customers provide MSTS ^;lth 
a more refined estimate of their anticipated requirements 
for the next fiscal year. On the basis of these revised 
figvires, MSTS determines the type of shipping necessary to 
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meet the requi’-cinents anc’ p‘‘*-rparca tl r C- rratinc Force Plan. 
Tliis plan establishes the -nortlon of cargo, passengers, and 
oetroleura products to be noved bv crntrclled and ccitimcrcial 
shipoinf, and the number and types of controlled ships to be 
ooex’atcd. Trie law prohibits MSTS from moving less than 
of governm. nt mmed or financed dry cargos and petroleum in 
privately oxmed U. S. Flagships, as long as they are avail- 
able at fair and reasonable rates. This must be ta’’’en into 
c-'-nsidoration xrhen preparing the Operating Foi'cc Plan. 

Cost estimates are derived from the Operating Force 
Flail. The MSTS Charter limits the items that may be 
financed by MSTS. Such items as charter hire, maintenance, 
and civilian salaries are properly charged as costs, while 
military pay and alloviances, nevr construe tion, and deprecia- 
tion on fixed assets are prohlbited.il Tlie costs of all 
shipping prescribed in the Operating Force Plan and MSTS 
overhead are computed to determine the total costs that must 
be recovered through tariffs. 

The MSTS _ ccnsclldated budget is prepared and submit- 
ted to the Havy Comptrcller and the Department of Defense 
Comptroller for review and apxiroval in sufficient time to 
have it acted upon before 1 July. When the budget is 
approved, tariffs are established thcLt will recover the 

^^For a more comprehensive detailing of allo’nable and 
prphlblted. costs, see the MSTS Charter in Appendix B. 
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costs or opex’ations . 

The rates deterninod are fixed to the users irresoec- 
tive -^f the costs of the shipping used. Any profit and loss 
generated by annual operations will be charged to capital as 
l-^ug as these charges arc within I’easonable levels. If 
these levels arc exceeded, liSTS ta’^cs corrective action, 
usually in the form of tariff or billing adjustments. 

In addition to the normal point-to-point transporta- 
tion operations, MSTS participates in special projects. 

Tl-icse pi’oject operations currently account for some 
$30, 000, 000 in income and expenses annually. Most of these 
ships are involved in survej'- work and special projects for 
the Pacific Missile Range. Their services are billed at 
cost, and usually no profit or loss is generated. 
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CFAPTER III 
TIIF A^iALYSIS 

Tlie primary objective of the industrial fund is to 
reduce the cost of the product or service being produced. 
Industrial funds pattern their operations after private 
enterprise and attempt to introduce li]:e incentives into the 
operations of the fund through the introduction of a "buyer- 
seller" relationship. Specifically the funds are designed 
to : 

1. Pay all costs of producing the product or ser- 
vice . 1 

2. Improve cost control through flexible budgeting, 
financing, and accounting for costs. 

3. Obtain management advantages, incentives for 
efficiency and economy, and lower costs attributed to the 
"buyer" acting as critic of the "seller". 

I|.. Support the performance budget by facilitating 
budgeting and reporting for the costs of end products thus 
underlying the cost consequences of decision making, 
including the choice between alternatives .2 

IPyon, loc . eijb. 

2Departraent of Defense, Regulations G-overnlnp; Indus- 
trial Fund Operations (Department of Defense Directive 
yltlO .it of 17 July 19.^8 ) , Washington, 1958, pp . 2-3. 
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5. Crntrol costs by varyinc the Irbnr force and 
inventory x-:ith the ;;or'''- load. 

6. Establish nrec-e termined end product trices, thus 
establishing; cost standards. 

7. Facilitate cross servicing and avoidance of 
unnecessary duplication. 3 



Buyer-seller rela t ionships 

A bu;rer- seller relationship is basic if the indus- 
trial fund is to achieve its objectives. A true buyer- 
seller relationship exists uhen the producer can see]-: alter- 
nate sources of Xirorh and the custener has some freedon of 
choice of supplier .4 

The liSTS is a provider of ocean-going traiisnortaticn 
se'T’vices. It can ‘oroduce such services itself or it can 
conti’act with outside shippers for the services required. 

Its flexibility to prcvicc services is limited by the number 
of g'^vernraent owned ships available, the length of time 
required to activate and deactivate nucleus ships, the 
availability of commercial shipping space, and the Cargo 
Preference Act. 3 



4 



3 Stone, loc . 



cit. 



^i-Lyon, o]D • cit . , p . 25 . 

^The Cargo Preference Act (50/50 Law) requires that 
not less than 50 /^ of government-oxmed or financed cargos of 
dry cargo and petroleum products be transported in privately 
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MSTS can generally seel: the best and nest economical vray of 
accom-nllshing its i/or’-c by selecting the transoortation 
source best suited for the job. 

Custorae-rs i-dshlng to transport personnel cr goods may 
choose bctv7een ocean or air transoortation. In each case 
they must deal only with the authorized managers. In the 
case of ocean transoortation the manager is MSTS. Air 
trsuasportatlon is managed by the Military Air Transportation 
Service. There is little choice between modes of transporta- 
tion for most cargos. Heavy, bulky cargos can be trans- 
ported economically only by ship. The shipoer must utilize 
MSTS or pay prohibitive transportation charges to have his 
goods transoorted by MATS. 

In a sense, hovrover, the customer does have a wider 
choice of supnlier than merely choosing betxireen MSTS and 
MATS. MSTS, as manager, acts as an agent for each cf the 
user services. As an agent, it is responsible for providing 
ocean trans'^ortatlon to its customers at the lowest cost. 
Based on the customer's projected lift requirements, MSTS 
schedules transportation services consistent with the law, 
current market, and the route that best meets the user's 
needs. In essence, MSTS acts for the customer in selecting 
a source of supply and at the sarao time encourages 



evened U. S. flagships, to the extent that these are made 
available at fair and reasonable rates. 
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competition mcng the sources of transportation service. In 
this sense, a true buyer-seller relationship exists between 
MSTS and its customer services. 

lT:e buyer- seller relationship betxreen MSTS and its 
customers is assisted by the monthly'- Shipper Service Confer- 
ences conducted by MSTS. Tlrese conferences ai’e attended by 
representatives of tie si. ipr.cr services and the offices of 
the Secretaries of Defense and liavy. Participants in the 
conference may question any ohase of MSTS operations and 
offer constructive criticisms pertinent to operating and 
fiscal problem areas. 

MS TS Ac c ounting 

One of the ournoses of industrial llmding is to make 
governmental agencies more business-lllee . It is hoped that 
introduction of the buyer-seller relationship will make all 
the tools of modern management available to the fund mana- 
gers. The strongest tools the manager hopes for are those 
financial advantages gained from a. modern, effective 
ac c oPLi t in£5 sy s tem . 



Ex'ocn scs . The MSTS system is essentially a direct 
cost system. Its books contain direct exnense accounts for 
the labor c^sts of civilian marine emnlcyees, travel for 
both military and marine emoloyees, subsistence of passen- 
gers, fuels, tolls, pilotage, damage claims, ship's equi- 
page, maintenance, activation and inactivation of ships, and 
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charter and ship contract exnenscs. liie everhc ad account is 
made up of indirect exnenscs and consists of all civilian, 
employees’ (exclusive of marine) labor costs, indoc trinaticn 
and train:* era cnsec, travel expenses for all personnel 
ashore, occupancy of premises, rent of equipment, office 
expenses for consmablcs, transoortation and handling of 
MSTS ovmed materials and supplies ashore, communications, 
public relations, automotive and uater transportation oper- 
ating expenses, office equipment and maintenance, medical 
expenses for civilian personnel, cash in lieu of quarters, 
and other overhead. 

Variable co sting . Such a system of accounting is a 
direct costing, or more aprropriately, variable costing 
system. Variable costing is basically a device to permit 
the segregation of fixed and variable cost components.^ 

Those costs that vary directly with volume are classified as 
variable, while those that do not are classed as period 
costs. Period costs are associated x-/ith fixed factors kept 
in readiness regardless of the actual volume of business and 
are independent of short-rim volume changes. 

Some costs are readily definable as variable or 
period, but manj'" are semi-variable in nature. By careful 



^Gordon Shillinglai-J, Cost Accomting ; Analysis and 
Control (Eome-wcod: Richard D. Irw'in, Inc., 1962) p. 621. 
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analysis tl ese crsts can be brol:cn ciovm into tbeir variable 
and period ceinpenents. 

Variable costing provides for the charging of only 
the variable crsts to the products of the firm xdrile holding 
the ■^cri'^d costs separate. This approach allows full atten- 
tion to be devoted to the effect wlilch variable costs have 
on the p? of it and loss statciuent and supplementary opera- 
tions reports. Variable costing provides information about 
cost-ve lumc-piofit relationships in a form more readily 
vindcrstandable by management. It includes flexible budget- 
ing, brea''-even analysis, and marginal income analysis. 

Variable costing brings out costs that con be. changed 
by current operating decisions. It readily facilitates 
breah-evrn analysis and points out the effect that manage- 
ment's long-range policy decisions have on fixed costs. 7 It 
shows how much each product or service contributes to fixed 
costs and profits. It presents accounting and financial 
reports in tho form needed for pricing policy formulation, 
product mix de tei'-minati on, and other decision making. 

An analysis of the MSTS accounts quickly reveals that 
the bulk of MSTS expenses fall in the category of variable 
costs, and the remainder, comprising the overhead, are semi- 
variable costs. Figure 1 compares the overhead expense for 



7Bresk -even analysis involves determining the point 
Xirhere revenues equal total expenses. At the break-even 
point there is neither profit nor loss. 
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the past ten years \:ith total MSTS cx'^cnscs for the sane 
perir-ci.S It can be seen that overhead exnenses are respon- 
sive to tho total exoiens^ s of MSTS; this is esoecially true 
since 1957 • Overhead cxncnses are n^'t directly variable 
vrith volurnc- but are semi-variable. It should be noted, 
hov/evor, that tho overhead expenses aooear to have become 
increasingly more responsive to volume in recent years. 

Those truly fixed costs of MSTS are excluded, except 
on statistical basis, from the MSTS accounting system and 
are not reflected in MSTS costs; therefore, period costs 
are not considered in MSTS pricing. 

Budge t s . Tlie objectives of the industrial fund 
Include improved cost control through a flexible budget. 
Variable costing provides MSTS with a budget that is 
flexible to the iif ods of the system. The MSTS budget is 
compiled and apopovQ(3^ annually. It is, hovrever, so flexible 
that it is referred to as a planning budget and is updated 
once every three months. 

Decision malring . A second related objective is to 
support the performance budget by facilitating budgeting and 
reporting for the costs of end products, thus pointing out 

^All data presented in this report was compiled from 
the MSTS Financial and Statistical Report , part I and part 
II for the fiscal years 1955 through 196i^ and the MSTS 
Financial Statement for the fiscal years 1961 through 1961}., 
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the cost consequences of decision na^'lnj, Curently less 
than 3,^ of MSTS total exoenses are classified as serii- 
variable. Ihe balance, in excess of $1|.00, 000, 000 annually, 
is directly accounted foi' by carrier and tyne . The cost 
consequences '^f decisions are readily apparent to tlie 
decision riia’’ers uithin MSTS. 

Breah -ev en analy sis. Break-even analysis, essential 
to the objective of non-profit operations, is easily pro- 
vided for under the current cost system. Tariffs may be 
dotrr-mlned from the break-even analysis and standard prices 
established as cost standards for MSTS. Tariffs can be 
easily revised, based on up-to-date brea'’’-even analysis 
reflecting current incomes and expenses. 

The cost system used by MSTS is currently not a true 
variable cost system. As pointed '^ut, there is a snail 
percentage of costs still classed as semi-variable with no 
breakdovjn into their period and variable portions. It is an 
extremely effective management tool that provides cost 
information on wViich to base decisions and selection among 
alternatives. The system used points out trouble spots and 
calls attention to areas needing corrective action. 

C osts o f services 

Industrial funds operate to ’^ay all the costs of pro- 
ducing a service or a product and to provide tliis service or 
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loroduct at the lovjest r)'"ice.9 Tlie a.otienal Corimittee on 
G-cvernncntal Accounting has recom’ncnded that fixed assets 
should be carried in the accounts of i-;rri:ing capital funds 
and that deoreclation should be. reergnized for unit cost 
purposes. Tlie Ce}-TDiitte( has also stated that de-ereciatlon 
on general fixed assets should net be reflected in the 
accounts unless cash for roelacemi nts can legally be set 
aside. 10 MSTS is currently orohlbited by lau from finenc- 
iiig fixed assets and does not include dr -oreciatlon as a 
cost of operation. It is further prohibited from charging 
the costs of military pay and alloxjances as costs of operat- 
ing the system. Both costs are true costs of operating the 
MSTS. Ttie arguments for and against the exclusion of these 
costs are lengthy and varied. It is net the purpose of this 
paper to comment on the policies of autiiority outside of the 
MSTS organization. It must bo pointed out, howcvc.r, that 
the. costs of military personnel are direct and current costs 
of operations. They are appropriated expenses of the armed 
forces and the funding of a portion of the MSTS labor force 
in this manner is contrary to the objectives of Secretary of 
Defense Project 121. By excluding Military nay and alloxj- 
ances and depreciation from the cost of operations, the 



9Lyon, op. clt . , p. 22. 

>lOAp nendix C contains a complete listing of the ix'CGA 
recommended principles and procedures for municipal account- 
ing . 
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industrial fund drr s not pay all tie cccts of p: educing 
services and fails to nect this objective of industrial 
f undinr- . 
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Oneratirns at cost . Table I is a cemp arisen of the 
annual incoracs, expenses, and nrofits or losses of MSTS over 
the past ten fiscal years. These figures include only those 
actual expenses of MSTS and are exclusive of deorcciation on 
fixed assets and military pay and allox;aiccs . Profits or 
losses have n'~'t exceeded four ■ocr cent of the annual income 
in any of the nast ten years. The total -oroflt for the 
entire lo riod is slightly greater than .^10,000,000 oii 

200, 000, 000 of oneratir-ns . This is a variance of about 
tio’o- tenths of one per cent, 

Tl'ie demand for transoortation varies by the ucrld 
situation. By the same tokea, the price of cmimorcial ship- 
ping varies by the demand for and supoly of space available 
and the. route to be serviced. It is often difficult for 
shippers to accurately forecast their future lift require- 
ments and for MSTS to ore diet the cost of commercial ship- 
ping. Tariff rates are set and approved annually; any 
modification of these tariffs must be ap"roved by the 
Assistant Secretary of Defense (Comptroller), This par- 
tially retards MSTS ' s inherent flexibility and causes tariff 
changes t.". lag ex-ensc changes. Wlien the uncertainties 
involved in budgeting arc considered, and the costs of fixed 
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TABLE I 

KILITAHY S3: A TRA SIORTATION SERVICE L.COl'^S 
EXPEIISES, AND PROFITS FOR FISCAL YTARS 
1955 ThROUGII 1961; 



Year 


Total income 


Total expenses 


Profit (Loss) 


1961; 


439 , 562,066 


454 j 851,948 


(15,289,882) 


1963 


l(i]. 5 , 496 ,o 48 


443,950,237 


1,545,811 


1962 


429,278,312 


424,812,232 


4,466, 080 


1961 


361, 193 ,l !-66 


349,705,225 


11,488, 2i|i 


I960 


355,783,376 


358 , 635,796 


(2,852,420) 


1959 ' 


423,011,418 


414,607,691 


8,403,727 


1958 


1^40,476,816 


434,005,000 


6,471,816 


1957 


471,601,478 


477 , 211,256 


(5,609,678) 


1956 


412,419,581 


412,683,524 


( 263 , 943 ) 


1955 


424,718,970 


422,946,377 


1,772,593 
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assets and milita.ry ■personnel arc dluro['arded, it must be 
crncluded that MSTS bos met the objective of ■oreviding ser- 
vices at cost. 

N ucle us sbi^^s and em'olcyees aflcat . The objectives 
of industrial f'unds include cost contrcl b;; varying the 
label' force and inventories tp meet the uor''' load. Inven- 
tories as such are a miner item in the case of MSTS and are 
net considered as indicative of the flexibility of the MSTS. 
lie civilian labor force is an indicative measure. By the 
sajnc token it must be borne in mind that any significant 
increase in the marine labor force means an increase in the 
government oT-med ships in service and vice versa. Figure 2 
is a gra'ohic presentatlcn comparing the annual dollar reve- 
ues from MSTS nucleus ships with the number of civilian 
employo.es ajQort and USNS ships in service. The reader 
should keep in mind that often MSTS nucleus ships are 
assigned to 'the un-Drofitablc runs. In the case of MSTS 
raanned tanl'ers, the ships concerned arc. generally small AOG 
tyres requi: ing crexrs almost as large as larger point-to- 
point ships. 

The numb r of MSTS nucleus ships in service has fcl- 
lo-ijed the pattern of incomes generated from their services 
since 19^C, though the movement has net been proportional. 

It can be scon that la all cases since when incomes 

have gone dovai, so have the number of ships in 'service and 
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vice ve. sa . 

The number of enployees afloat and the total MSTS 
nucleus ship iaceme s are much more closely related than is 
the relationship of tlie number of ships to income. In the 
case of employees, the numbers have varied djrectly, though 
not ■•^roT'orticnatel^’, uith income for the "^ast ten years. 

Tlie nujnber of employees afloat has only varied 
directly irith tlic niinber of slrdps in service since 1956. 

Prior t'^ that, there vras no predictable relationship between 
these two resources. 

Emplr ye e s ashore . Figure 3 is a comparison of the 
total KSTS expenses and the number of employees aslore. 

Tota.l expenses are used as a measure by which cargo, passen- 
gers, and p( trcleum can be commonly measured. No conclu- 
sions can be drawn as to the predictability of the relation- 
ships that ma.v or may not exist betvreen the MSTS work load, 
as measured by total exr^enses, and the number of personnel 
empDoyed by the shore establlslanent . It would appear that 
the mrrnber of civilian employers ashore is primarily depen- 
dent Upon factors other than the volume of shipring. The 
nature of the work done and the inflexibility in varying the • 
work for^c-' under civil service is undoubtedly resnonsible 
for a great portion of the absence of a direct relationship 
between shipping volume and the number of employees ashore. 

In 1956, both total expenses and the number of 
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enployoer. declinec', uhile dm-ing 1957 1956, the number 

of Gmplcyec s remained constant and expenses v;cnt up and dovm. 
Per the next three years, both x/ent dexm, but not propor- 
tionately. Prom 1961 to 1963, the number of employees con- 
tinued the doxrnxmrd trend, tiut the total exx^enses xxent up. 
Duriny 1963, expenses and the nximber of employees both rose 
slightly. 

Ap'''ir''ximately 83/o of the personnel employed by MSTS 
are marine employees. Ihis portion of the vrork force is 
variable vrith the x:orh load imposed upon the nucleus fleet 
and historically has varied directly x-jith the volurae of 
business done. The remaining 17^0 are generally Independent 
of the xTor'” load. 

The remainder of this portion of the study deals v;ith 
costs of operations. These costs are expressed per 1,000 
metric ton miles for cargo, 1,000 passenger milr s for pas- 
sengoj^s, and 1,000 long ton miles for petroleum. 

Cost of transportation 

Pigure ij. is a comparison of the costs of transporting 
cargo, passengers, and petroleum over the past 10 fiscal 
years. These are xreighted costs based on the costs and por- 
tion moved by each type of carrier utilized. Since 1958 the 
costs of transporting passengr rs and petrolevim have been 
decreasing xhile the costs of transporting cargo have 
remained virtually constant. During this same period of 
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tine, the general 1 vel of prlcec hrvc been increasing. 

Cargo transrortaticn costs . Hie total costs of 
transnorting cargos, passengers, and petroleum arc a product 
of the most utilized means of tra ispcrtation . Tlie costs of 
all carriers do not necessarily follou the sane trends as 
the average. Figure 5 conrares the costs of transporting 
all cargo vrith the costs of transnort 3 ng cargo via MSTS 
nucleus cargo carriers and the costs of transportation under 
shipping; contract. It should be noted that the dollar costs 
of operating MSTS ships cannot be clirectly compared to the 
costs of comnercial ships due to the nature of the account- 
ing systems and the flexibility of commercial rates with 
demand. Hcx•^revcr, it is felt that the trends of costs are 
significant and that comnarlsons can be made on this basis. 

The costs of operating MSTS nucleus ships have 
generally followed the average costs of transporting cargos 
and have the same general cost pattern as the costs of ship- 
ping contracts. About 60;^ of the total cargo transported is 
moved by commercial shipning contract, about 20 % by MSTS 
nucleus ships, and the remainder by various commercial 
means . 

Passenger transportation costs . Figure 6 compares 
the total costs to transport all classes of passengers 1,000 
miles with the cost to transnort cabin and troop passengers 
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1,000 miles. Tlie costs of tranr'^ortinc all passengers si cv/s 
a dr^.TiT'jard trend commencing in 1950. Trocp transportation 
costs follou the same pattern as tctal passenger costs. All 
troops are transported on MSTS nucleus ships. The costs of 
t? ansp'^rting cabin class passengers are much more erratic 
than the average but sh.ovr a lihe dounuard trend. 

Figure 7 bread's the costs of transporting cabin pas- 
sengers doT'.Ti into the costs of passengers transported by 
MSTS and the costs of those transported by commercial means. 
It can be seen that the costs of MSTS transported passengers 
show a dounward trend xirhile the costs of commercial trans- 
portation are generally upvrard. The fact that MSTS has been 
able to bring doxm the costs of transporting personnel x-jould 
seem to stem from the reductions in costs realized from MSTS 
nucleus ship operations. One consideration that should not 
be overlooked is the number of commissioned ships carrying 
passengers for MSTS. The cost of military pay and allow- 
ances paid the crex-rs of these ships is not financed by MSTS 
and the resultant costs of transporting passengers are cor- 
respondingly lox-jer. In 195G> six of a total of tx-jenty-nlne 
nucleus ships xrere commissioned ships x;hile from 1961 
through 1964 only three of sixteen ships X'jere commissioned. 
In addition, all passenger ships in the nucleus fleet have 
military detachments assigned for the administration and 
Care of passengers. 
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Pe troleum transr>ortation costs. 



Contractor operated 



tan'-ers move about of the total -netroletim transported 

and about QB% of all that is transnorted by the nucleus 
fleet. Figure 8 comnares the costs of MSTS nucleus tankers, 
contractor operated tanlcers, and the comoosite costs of all 
movements. Tlse costs of C'^ntractor operated tankers have 
almost exactly paralleled the average costs of transporting 
fuel. The costs of operating the nucleus fleet have been 
extremely variable shoxoing an upxifard trend. 1955 reflects 
a period x-rhen many ships of the nucleus fleet x-;ere being 
laid up and costs rose to 18.88 per 1,000 L/T miles. The 
nucleus fleet is made up of small AOG types operating on 
short uneconomical routes. Tlie nature of operations of 
these ships cannot be considered as tending torard operating 
economies . 

SxAmmary 

The financial operations of MSTS have been examined 
in light of the objectives of industrial fxmds as stated at 
the opening of the chapter. It >ias pointed out that the 
fund as curi'ently constituted does not pay the full cost of 
MSTS operations, as the laxe prohibits MSTS from financing 
military pay and alloxrances and taking depreciation on fixed 
assets. MSTS did operate at cost X'rhen only the costs 
authorized vrer-e considered. The MSTS accounting system x^ras 
described as a variable cost system employing the modern 
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manapoiTicnt tools of variable costing that facilitate flexi- 



ble budgeting and provide the infornation necessary to 
consider the cost consequences of decision making. Data 
x-;ere nresented wliich shewed the MSTS marine work force to be 
flexible to the xjcrlc load imposed on the nucleus fleet. 
Further data vjere presented that shox;ed the ashore x/ork 
force to be apt^arently xAnaffected by changes in the total 
X'/ork load. The tariffs derived from the MSTS budget serve 
as cost standards for its operations. The ability of 
industrial fxAnd activities to nroduce at lower costs x;as 
examined through a series of data which shoxjed the dex^ward 
trend of costs for transiDortlng petrolexxm and passengers. 

The c-^st of transnorting cargo has remained constant in the 
face of generally rising prices. 



ChAPTER IV 



SUMMARY Ai'ID COIICLUSIOI.S 



Svuiiniary 

Past studies of industrial funds have established the 
objectives of the fmds and the criteria for evaluating 
them. One author has made specific recommendations for the 
improvement of MSTS finar.cial operations. It was pointed 
out that tlnsc objectives and evaluation criteria, developed 
for evaluating industrial funds in general, are not neces- 
sarily appropriate for evaluating the Military Sea Trans- 
■''ortaticn Service. 

Tlie basic accounting theories pertinent to MSTS 
financial operations were examined. It was noted that pro- 
prietary theory is the basis for the double entry, and for 
the accounting equation: Assets = Liabilities +■ Uc t Worth, 

Entity theory establishes the corporation as a legal entity 
rr sponsible for its ovjn actions. The fund theory is the 
basis for the entire MSTS financial arrangement. It pro- 
vides a fund of assets from which the activity operates in a 
self-sustaining manner. The operations generate income 
xjhich is used to replace tl'jose assets consumed. 

Tho Navy Industrial Fund is a consolidated v/orklng 
capital fund from which MSTS is capitalized. MSTS finances 
its operations by levying tariffs against its customers to 
recover its operating costs. 



Ideally these tariffs return 



only the costs and ceuerate no orofit or loss. 

The objectives by vxhich MSTS financial onerations can 
be evaluated were developed. They include: (l) paying all 

th^ costs of nroducing the scx'vlce, (2) iranroved cost con- 
trol, (3) improved management attributed to the buyer being 
critical of the operations of the seller, ( 14 .) reporting of 
costs by end product, and (5) cost standards in the form of 
preset tariffs. 

Conclusions 

MSTS financial operations vjere analyzed in the light 
of these objectives and the follox-^ing conclusions dravjn: 

1. That MSTS tariffs did not return all the costs of 
the services it provides. Tiie costs of ca ital equipment 
and the pay and allowances of the military personnel 
assigned to MSTS are not recovered by the tariffs levied. 
MSTS is prohibited, by lavj, from financing these costs 
although they are direct and true costs of operations. 

2. That the MSTS accounting system is essentially a 
variable cost system. As such, it provides MSTS vjith flexi- 
ble budgets and financial data in the form necessary for 
break-even analysis and decision making. 

3 . That the costs of MSTS operations are controlled 
by varying the iTOrl: force and the number of ships in the 
nucleus fleet with the work load requirements. It was noted 
that the civilian worl’- force ashore was primarily responsive 



to influences other than the work load. Ttiis oortion of the 



wor’- force 15? comoarativcly small and accounts for a minor 
portion of the total MSTS exeenses. 

I] , lhat the costs of transporting passengers and 
petroleum have shcvni a dox-jrward trend over the past ten 
years while the costs of transoorting cargo have remained 
relatively constant. 

5. That the costs of transporting cargos on MSTS 
nucleus ships have generally followed the total average 
costs of transoorting cargo. 

6 . hnat the costs of transporting passengers have 
decreased over the past years, primarily due to the reduc- 
tion in costs in the operations of the MSTS nucleus fleet. 

7. That the reduction in costs realized in petroleum 
transportation results from lov/er costs in the commercial 
ship operations rather than the MSTS nucleus fleet. 

Recomm e ndations for further study 

This study has determined the objectives of the 
industrial fund as it applies to the financial operations 
of the MSTS and analyzed its financial operations. When 
this study begaja, it had the additional goal of segregating 
the annual savings resulting from improved internal opera- 
tions from the total annual savings attributed to MSTS 
operations under the Navy Industrial Fund. Although there 
was never any question that operating MSTS under the Navy 
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Industrial Fund has saved money iii the total defense effort, 
there vms a quosti-^n as to how much stimulus to imnroved 
operations the Wavy Industrial Fund had nrovided. Data 
available provided little, if any, information on which to 
base a conclusion. As a result, the question remains unan- 
sT-re re d . 

The ansv:er to this question is worthy of further 
studj'’. If an acc'^unting or funding system is to be totally 
effective, it must stimulate economies vjithin the funded 
activity as well as in th( defense effort as a whole. 

Failure to do so vrould indeed be a sc rious shortcoming of 
the system. 

Tiiere is a question that occurred during the course 
of ti'.is study. Wliat are the consequences and Implications 
of fina.ncing all the true and direct costs of operating 
MSTS? The costs of canltal equipment and military pay and 
allowances are true costs, and major items of expense to the 
Government. The answer to this question requires research 
and stud^" beyond the scope of the current under talcing. 
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APPENDIX 



PURPOSES A:W OBJECTIVES OF INDUSTRIAL PUNDSl 



A. Industrial Fluids are designed to; 

1. Provide a more effective means for controlling 
the costs of grods and services required to be 
•oroduced or furnished by Indus trial -and commer- 
cial- tyee activities, and a more effective and 
flexible means for financing, budp;etlng, and 
accounting for the costs thcicof (however, the 
establishment of an impr-'ved accounting system 
is not by Itself a pur’^ose justifying the 
installation of an Industrial fund); 

2. Create and recognize "buyer-seller" i-elation- 
ships b( tween Indus trial- and commercial- type 
activities and those activities vrhich budget for 
and order the end-products or services, in order 
to or o vide management advantages and incentives 
for efficiency and economy; 

3. Provide to managers of industrial-and commer- 
cial-type activities the financial authority and 
flexibility I’equlred to procure and use manpower, 
materials ajid other resources effectively; 

i]_. Encourage more cross-servicing among the mill- • 
tary departments and a)Tiong their operating 
agencies, vjith the aira of obtaining more econo- 
mical use of facilities; 

5. Supuort the performance budgeting concept by 
facilitating budgeting and reporting for the 
costs of end-products, and thus underlining the 
cost consequences of decision m.alring, including 
choices between alternatives in such temns. 

B. Specific objectives, when industrial funds are used, 

include the following: 



• ^Department of Defense, Regulations Governing Indus- 
trial Fund Operations (Department of Defense Directive 
7I4-IO .4 of 17 July 1958 )j Washington, 1958 • 
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1. To fui^nish managers of industrial-and commer- 
cial-type activities with medern management 
tools comparable to those utilized by efficient 
nrivate enternrises engaged in similar tyi^es of 
activities; 

2. To nrovide an incentive for managers ef indus- 
trial fund activities to improve cost estimating 
and cost control through use of cost standards 
by requii’ing a contractual relationship between 
preducer and ordering agencies; 

3. Require alert, f orward-lool:ing financial plan- 
ning at industrial-and commercial- type activi- 
ties by making them dependent financially on 
relmbur S' raents received for goods and services 
furnished in fulfilling orders from customers; 

[(.. Impel producers of goods and, services to control 
costs in line with workloads actually generated 
by customers' orders, varying the labor force 
and inventories accordingly and avoiding the 
tendency to maintain a labor force and inven- 
tories idthout regard to fluctuations in vjcek- 
load levels, ta’-lng into consideration the 
prescribed wartime capability requirements; 

5. To coordinate the financial aspects of detailed 
estiraating and planning for job performance in 
terms of material requirements and labor opera- 
tions, p'^' eduction scheduling and control, and 
procurement and inventory control, with budget- 
ing and cost control; 

6. To establish and use realistic cost standards as 
targets rather than detailed, cost limitations; 

7. Require ordering agencies to budget, control and 
account for the cost of all goods and services 
ordered, rather than allow them to obtain free 
goods and services; this requirement is designed 
to Instill in tho officials of these agencies a 
greater sense of responsibility and self- ■ 
restraint in limiting their orders, and balanc- 
ing the cost of specific goods and ser’vices to 
be ordered against the benefits and advantages 
o.f their procurement, especially in the light of 
alternative or competing demands; 

8. To place ordering agencies in the position of 
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critic of rurchase p: ices (i.e,, costs of per- 
forming activities) as well as quality and 
delivery- speed of the goods and services ordered 
in consideration of relative costs of similar 
performing activities and outside agencies; 

9. Provide meaningful bills to ordering agencies, 
clearly relating the goods and services 
furnished by a performing activity to the 
charges rendered, causing the ordering agencies 
to assess their procurement practices and 
specifications in full av/areness of the costs 
involved; 

10. Enable ordering agencies to budget and account 
on an "end-product" basis (the same as when buy- 
ing from commc'rcial contractors), simplifying 
budget presentations, budgetary control, and 
accounting procedures for both producers and 
ordering age nc i e s ; 

11. To establish, v/herever feasible, predetermined 
prices (tariff schedules, price lists, fixed- 
price orders) for goods and services furnished 
by Industrial fund activities, thus setting 
standard prices on performance and enabling 
ordering agencies to plan and budget mere con- 
fidently; 

12. To encr-urage management of ordering agencies to 
impr^^ve program planning and scheduling, in 
response to producers' efforts to negotiate for 
orders as far in advance as possible. 



I 
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APPENDIX B 



CHARTER FOR OPERATION OF MILITARY SEA 
TRANSPORTATION SERVICE UNDER 
NAVY INDUSTRIAL FUl^D 



I AUTHORITY 

Military Sea Transportation Service is authorized to 
finance its operations beginning 1 July 1951 'tmdor the Navy 
Industrial Fund in accordance i-xith Soctirn i;05 of the 
National Security Act of 19l|-7> ainrndfd, end Departinent of 
Defense Regulations dated 13 July 195<^ vc. iiiy t'j:e opera- 
tions of xjor’oing-capltal funds for industrial- and coramer- 
clal-type establishments. Tnis document constitutes the 
charter of Military Sea Transportation Service in accord- 
ance with the provisions of paragraph of the Regulations. 

II DIRECTION AND CONTROL 

Military Sea Transportation Service has been estab- 
lished as an activity within the Department of the Navy, 
pursuant to Secretary of Defense directive dated 2 August 
1914-9. As such it has the status of both a command activity 
and a procuring activity. As a part of the Operating Forces 
of the Navy, the Military Sea Transportation Service is 
responsible through its Commander to the Chief of Naval 
Operations. As a procuring activity, the Military Sea Trans- 
portation Service is responsible through its Commander to 
the Assistant Secretary of the Navy, 

III MISSION 

Tlie mission of the Military Sea Transportation Ser- 
vice; pursuant to the aforementioned directive of the 
Secretary of Defense, is: 

(a) To provide under one authority, the control, oper- 
ation and administration of sea transportation for 
personnel and cargo of the Department of Defense 
(excluding that transported by xmits of the Fleet) 
and as authorized or directed for other Government 
agencies of the United States subject to policies 
and priorities Issued by the Joint Chiefs of 
Staff; 

(b) To prepare plans for its employment and expansion 
in time of national emergency based upon the 
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policies and directives of the Joint Chiefs of 
Staff and aprropriate agencies of the Department 
of Defense and to maintain a basic organization 
capable of expansion to implement such plans; 

(c) And to consult with the appropriate agencies of 
the Department of Defense in coordinating execu- 
tion of approved emergency plans requiring the 
services, facilities, and personnel of commercial 
sea carriers and in negotiating therefor. 

IV PD:!CTIC2iS AKD PJ5SP01ISIBILITIES 

Pursuant to the af orementlcned directive of the 
Secretary of Defenso, Military Sea Transportation Service is 
responsible for: 

1. Tlie control, operation and administration of govern- 
ment oimed vessels assigned, and all other vessels 
acquired for the purpose of providing a noncemba- 
tant carrier service of ocean transportation of 
personnel and material for the Armed Services, and, 
as authorized, for all other government agencies of 
the United States, subject to directives of the 
Joint Chiefs of Staff and the Chief of Naval Opera- 
tions . 

2. The establishment, control, and administration of 
organization units ashore, worldwide, necessary for 
the administration and operation of MSTS. (Exist- 
ing organizations and facilities of the three 
Services vrlll be utilized by MSTS as is practicable 
and necessary and as directed by the Secretary of 
Defense . ) 

3. Hie procurement of vessels outside the MSTS fleet 
by bareboat, time and ^voyage charter, and the pro- 
curement of passenger and cargo space in commercial 
shipping as found nocessary. 

II. The establishment of an adequate system for report- 
ing requirements for sea transportation of passen- 
gers and cargo, and for such other operational 
information as considered by MSTS to be necessary 
for the efficient employment of MSTS vessels, and 
for the chartering of commercial vessels and the 
procurement of passenger and cargo space in com- 
mercial vessels. 

5. The administration of priorities for sea 
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transDcrtatlon of material and -oersonnel of the 
Armed Services in accordance with the policy- 
established and guidance provided by the Joint 
Chiefs of Staff. 

6. In coordination with pertinent government agencies, 
the preparation of recommendations for the design, 
specifications, and equipment of MSTS vessels. In 
collaboration with pertinent government agencies, 
the making of studies, analyses and recommendations 
for the improvement and standardization of sea 
transport c'-'ntrol practices, procedures, reports, 
forms and coordination of traffic movements. 

7. The control and administration of maintenance, 
repair, and alteration of all government ox-jned 
vessels assigned to MSTS plus the maintenance and 
repair of vessels under bareboat charter. 

8. The preoaratlon of subsidiary plans for the employ- 
ment and exoansicn of MSTS in time of national 
emergency. These plans will be coordinated with 
those of the bureaus and offices of the Navy Depart- 
ment, the Shore Establishment and the Operating 
Forces by the Chief of Naval Operations and inte- 
grated x-rith the overall Navy Planning System. In 
such planning, policies and directives issued by 
the Joint Chiefs of Staff and the Mxmltions Board 
will be used as guidance. The execution of such 
plans requiring the services, facilities, and 
personnel of commercial sea carriers, and negotia- 
tions therefor is the responsibility of the 
Commander, MSTS. 

9. The development and maintenance, in consonance with 
apullcable policies and procedures, of such cost 
accounting records and op^.rational statistics as 
will reflect the degree of efficiency and economy 
of the opr rations conducted by MSTS and shox-js the 
utilization of funds, manpox-rer and equipment 
assigned to MSTS. This information will be made 
available to all Intr rested agencies of the Depart- 
ment of Defense. 

10. The determination of the requirements of MSTS with 
respect to personnel, equipment, material, facili- 
ties and services, and advising the Chief of Naval 
Operations in these matters. 

11, Tlie preparation of budgetary and other fiscal 
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requireracnts of MSTS as coordinated iirith partici- 
pating agencies in accordance vriLth directives 
issued by the Navy Ccra-otroller . 

12 . The adninistrative control of funds received by 
transfer, by relmbursoment or received in payment 
for services rendered in consonance vjith •collcies 
directed by the Secretary of Defense. 

13. Tlie ap’^roval of stoiirage plans and their proper 
imoleraentation. The Armed Service concerned will 
have rr presentation with MSTS in the preparation of 
detailed stowage plans affecting the shipments made 
by that service. The movement of Armed Services 
cargo to the side of the vessel is a reseonsibili ty 
of the Denartment owning the cargo. Stevedoring 
service will be arranged for by the port command 
when government pert facilities are being utilized. 
Stevedoring service will be arranged for by the 
Department ovaiing the cargo when commercial port 
facilities are used. Tlrie responsibility for the 
implementation and execution of loading and 
lonicading rests with the activity furnishing the 
stevedoring services. The responsibility of MSTS 
for cargo begins when the cargo is finally stowed 
on board and accepted by the commanding officer, 
and terminates x^rhen the cargo is accepted free on 
board ship at destination. 

ll[.. The coordination betx^Jeen the Services and MSTS of 
the booking of passengers and cargo. The Armed 
Service concerned will have representation x^ith 
MSTS in the approval of detailed plans affecting 
the movement of its personnel and cargo. 

13. The control of all passengers on MSTS vessels. By 
agreement between MSTS and the Armed Service con- 
cerned, administrative control may be exercised 
through Commanders of personnel assigned by the 
Armed Service concerned. The responsibility of 
the MSTS begins xjhen the passenger embarks on the 
vessel and terminates x-xhen the passenger disem- 
barks from the vessel. 

16. The coordination of MSTS activities xjith the admin- 
istration, management and operational control of 
port facilities. Such harbor tugboats and harbor 
facilities as are available and are necessary in 
connection xxith the operation of vessels x-ri.ll be 
provided for the use of MSTS through mutual 
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agreements cf all Departments concerned and as 
local conditions permit, 

17 . Such other functions and responsibilities as may 
be assigned. 

V. SERVICES AND CUSTOMERS 

Military Sea Transportation Service, in harmony with 
its basic mission is authorized to render ocean transporta- 
tion services to all agencies of the Depar-tmont of Defense; 
to other Governmental Departments and other Governmental 
agencies or instrvunentalities, such as, but not necessarily 
limited to, MDAP, ECA, CRIK, IRQ, x>rhen the movement of per- 
sonnel or materiel is sponsored by one of the agencies of 
the Department of Defense or is authorized by high author- 
ity. 

VI BASIS OP CHARGING FOR SERVICES 

MSTS is authorized to bill each agency to Xirhom ser- 
vices are rendered at least monthly. During the first 
quarter of Fiscal Year 1952 the monthly billings may be 
accomplished on the basis of a summary bill arrived at 
through an equitable allocation of monthly costs against 
the lift transported in that period. During this period 
memorandum billings shall be computed by MSTS based on tar- 
iff rates and other factors designed to recover its overall 
cost of rendering the services on the one hand and to assure 
equitable charges (to the extent deemed practicable) to all 
users of the services on the ether hand. Such tariff rates 
shall be determined in accordance xrith principles set forth 
in the Industrial Fund Regulations except that no surcharges 
X'Till be made for statistical costs on services billed to 
agencies outside the Department of Defense for the time 
being. 

Monthly reports for the m nths of July and August 
shall be prepared by MSTS shovring a comparison between the 
billings actually made during each month and the m- morondum 
billing based on tariff rates. Prior to 30 September 19pl, 
a decision will be made by the Assistant Secretary of 
Defense (Comptroller) with respect to a permanent basis for 
billing for services rendered. 

VII COSTS AUTHORIZED TO BE FINANCED 

Military Sea Transportation Service is not authorized 
to finance definitively xmder the Navy Industrial Fund, costs 
of the following: 

(a) Nex-; construction and conversion of ships; 
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(b) Pay and allowances of military personnel attached 
to Military Sea Transportation Service; 

(c) Proration of overhead of Bureau or Officer of the 
Department of the Navy, in connection with ser- 
vices rendered to Military Sea Transportation 
Service. Hov;ever, this prohibition does not 
relate to items of direct expenses incurred spe- 
cifically for the rendition of such services; 

(d) Expenses for official representation (entertain- 
ment of foreign officials, etc.. Incurred in 
reciprocation) ; 

(e) Military characteristics of ships, such as arma- 
ment and amphibious gear; 

(f) Battle damage repairs on MSTS ships. 

Nothing contained herein shall be construed to pro- 
hibit Military Sea Transportation Service from financing 
initially, subject to specific reimbursement, under the Navy 
Industrial Fund, costs related to the foregoing, when 
authorized to so do by the Secretary of Defense or the 
Secretary of the Navy. Such authorization shall be predi- 
cated on all of the following conditions: 

(a) Eimergency conditions, requiring immediate action 
in the interest of National Defense; 

(b) The ability of Military Sea Transportation Service 
to finance such costs out of its Industrial Fund 
Cash balance, without impairing its liquidation of 
short-term and long-term commitments incurred or 
to be incurred pursuant to the performance of its 
mission, and vzlthout requesting an increase in its 
worl'lng capital. 

(c) Tire established ability of the activity, which 
would normally finance such costs, to reimburse 
Military Sea Transnortatlon Service from the cur- 
rent year's appropriation or other funds currently 
available to it, within a reasonable length of 
time. The determination as to what is a reason- 
able length of time shall give due consideration 
to representations of the Military Sea Transporta- 
tion Service as to the dates on which it will 
require such reimbursement in part or in entirety 
to meet its commitments. 



IX LONG-TERK CONTRACTS 



Military Sea Transrcrtaticn Service is authorized to 
enter into contracts including long-torn contracts as may 
be necessary in the best interests of economy and/or 
Ncticnal Defense for materials and services provided that 
the Cash requirements to liquidate the contingent liability 
for undelivered materials or services under such contracts 
plus other commitments and llabilitic s will not exceed the 
total of available cash nlus anticipated receipts for the 
same period. 

X CCLIECTICHS 

Military Sea Transnortaticn Service is authorized to 
credit the Navy Industrial Fund x-rith collections represent- 
ing the cost of stores, supplies, materials or equipment 
furnished and of services rendered or vro rk performed, 
including apnlicablc administrative expenses, and any other 
receipts as may be authorized by lax-J. 

XI ACCCUNTING SYSTEM 

Military Sea Transportation Service shall employ such 
financial and accounting methods and procedures as will best 
serve its needs in the effective handling of its transac- 
tions and utilization of accounting data as a guide to good 
management and in rendering such reports on its financial 
status and the results of its cost of operations as may be 
prescribed by the Secretary of Defense and Secretary of the 
Navy from time to time. 

In general, its accounting system shall be a double- 
entry commercial type system, maintained on an accrual 
basis . 

XII WORFING CAPITAL 

Wording capital to finance the operations of Military 
Sea Transportation Service will be provided as follows: 

(a) An allocation of the Navy Industrial Fund to the 
project cash account of Military Sea Transporta- 
tion Service in the amount of $100,000,000. 

(b) Military Sea 'transportation Service is authorized 
to capitalize its inventories of materials and 
supplies, subsistence stores, fuel oil, etc., 
ashore and afloat, on hand as of the date of 
commencement of operations under the Navy Indus- 
trial Fund, vrlth a concurrent credit to the corpus 
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of the Fund. Because the quaxitities carried 
aboard MSTS ships are essentially only the 
requirements to compl-'te a voyage and replenish- 
ment approximates consumption, no adjustments to 
the cash allocation requested in (a) above is 
required. 

(c) The annual leave accrued tc civilian employees 
estimated at $ 5 ,^ 4 - 00,000 at commencement of 
operations under Nav" Industrial Fund shall be 
recognized initially as a liability in the 
accounts of Military Sea Transnortation Service. 

(d) The amount of indemnity self-insurance estimated 
at $ij.,000,000 pertaining to Maritime Administra- 
tion ships time chartered to Military Sea Trans- 
portaticn Service, at commencement of operations 
shall be recognized initially as a liability in 
the accounts of Military Sea Transportation Ser- 
vice . 

The initial allocation of cash Xv^ill be adjusted sub- 
sequently as authorized by the Assistant Secretary of 
Defense (Comptroller), to meet justified needs. 

XIII EXCEPTION TO REGULATIONS AND INSTRUCTIONS COVERH'IG 

OPERATION Ul'TDER XVORKING- CAPITAL FUNDS FOR INDUSTRIAL- 

AI4D COMMERCIAL- TYPE-; ESTABLISHMENTS (INDUSTRIAL FU14DS), 

APPROVED 13 JIJLY 1950 

Military Sea Transnortation Service is authorized to 
deviate from the requirements of the Regulations as to: 

(a) Paragraphs 5(j) ahd 7(g) In that acquisitions of 
ships' equinage and the relatively minor items of 
furniture and equipment required in its shore 
activities may be charged to expense. 

(b) Paragraph 7(e)(2) in that the amount tc be reim- 
bursed for services performed for other Government 
departments and instrumentalities need not include 
proration of military pay and allowances, depre- 
ciation and other elements of statistical cost as 
found in Section VI hereof. 



/s/W. J. McNEIL 
Assistant Secretary' of Derense 



Washington, D. C. 7 ^^9-y 1951 
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APFbNDIX C 

PRINCIPLES AND FRCCEDURLS FlR MUNICIPALITY 
A.^D RELATED UNIT ACCOUilTIIJG 



The Katirnal Committet cn Gcvernnental Accrunting has 
recomnended that the fcllcwing principles and procedures be 
emnDoyed in accounting for ravinicipalities and related 
units 

Principles : 

1. The accounting system should mahe it possible (l) to 
shox-j that legal r: envisions have been complied with 
and (2) to reflect the financial C'^ndltlcn and the 
financial operations of the governmental 'unit. 

2. If 1 gal and ^ound accounting previsions conflict, 
legal provisions should govern but the finance offi- 
cer should see]r to obtain changes in the laxi to 
bring it into harmony xrith sound principles. 

3. The general accounting system should be on a double- 
entry basis with all transactions summarized in a 
general ledger supported by subsidiary records vjhere 
appropriate . 

4 . Funds should be established consistent xjith legal 
provisions and requirements of sound financial 
administration, but the nxomber of fxmds should be 
kept at a minimum to avoid undue inflexibility. 

5 . The budget deexjment and financial reports should 
recognize the following types of funds to the extent 
required; (l) General, (2) Special Revenue, (3) 
Bond, (4) Special Assessment, (5) Sinh'ing, (6) Work- 
ing Capital, (7) Trust and Agency, and (8) Utility 
or Other Enterp7'“lse . 



^Wilbert E. Karrenback and Earry Simons, Advanced 
Accoxintlng Comprehensive Volxxrge (Cincinnati; South-Western 
Publishing Company, 1961) pp. 782-784» 
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6. A complete balancinj^, gioup of acccxmts should be 
established for each fund, includin{^ all of the 
accounts tr set forth financial condition and oper- 
ations and to reflect compliance with legal pro- 
visions . 

7. With the exception of Woi-king Capital, Utility or 
Other Enterprise, or Trust Funds, fixed assets 
should not be carried in the same fund with current 
assets but should be set up in a sclf-balancing 
group of accounts imovrn as the General Fixed Assets 
Group of Account; similarly, except in Special 
Assessment and Utility Funds, long-tcm liabilities 
should not be carried in the same fund with current 
liabilities but should be sir ot-m. in a separate self- 
balancing group of accoimts knovm. as the General 
B'^nded Debt and Interest Group of Accounts. 

8. Fixed assets should be maintained, at original cost, 
or at estimated cost when original cost is net 
available; in the case of gifts, assets should be 
maintained at the appraisal value at the time 
received, 

9. Depreciation on general fixed assets should not be 
reflected in the accounts unless cash for replace- 
ments can legally be set aside; however, deprecia- 
tion may be recognized for unit cost purposes and 
for memorandum purposes, 

10. Tlie accounting system should provide for budgetary 
control for both revenues and expenditures, and 
financial statements should include such budgetary 
information, 

11, 'Ihe accrual basis for revenues and expenditures is 
recommended to the extent applicable: revenues par- 
tially offset by pi’ovisions for estimated losses 
should be recognized when earned even though not 
received in cash; expenditures should be recognized 
as soon as liabilities are Incxtrred. 

12. Revenues should be classified by fund and source; 
expenditures should be classified by fund, fimctien, 
department, activity, character, and by main classes 
of objects in accordance with standard classifica- 
tions , 

13, Cost accoixnting systems should be established wher- 
ever costs can be measured; depreciation should be 
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recognized in detcmiining unit costs, 

lli. Common terminology and classification should be 
used consistently throughout the budget, the 
accounts, and the financial reports. 

Procedures ; 

1. Accounts should be centralized under the direction 
of one officer i/ho should be resernsible for keep- 
ing or sunervising all accounts and prenaring and 
issuing all financial reports. 

2. Budgets arc essential for the proper management of 
the affairs of the governmental unit and should be 
prepared even if not required by laiir; fimd distinc- 
tiens should be made in such budgets. 

3. As soon as purchase orders of contracts are signed, 
obligations should be recorded as encumbrances of 
the funds and appropriations effected. 

k. Inventories of both consumable and permanent proper- 
ties should be kept in subsidiary ledgers controlled 
by accounts in the general accounting system; physi- 
cal inventories should be talcen at least annually, 
and accounts and records brought into agreement with 
such Inventories. 

5 . Accounting for municipal business enterprises shiould 
follow the standard classifications employed by 
similar private enterprises: accounting for public 
institutions should follow the standard classifica- 
tions for such Institutions. 

6. Financial reports should be prepared monthly or 
oftener to show the current condition of budgetary 
accounts and the other Information necessary to con- 
trol operations, anci a general financial report 
should be prepared and publicized at least once a 

ye ar . 

7. Financial reports of all municipalitic s of similar 
size and type s’ ould be generally uniform. 

8. A periodic audit by independent accountants is 
desirable , 
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